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OPI NI ON

VASQUEZ, Judge: Respondent determ ned a deficiency of
$339, 076,705 in petitioner's 1985 consol i dated Federal incone
tax. The issues in this case, the rate support and special tools
i ssues, have been bifurcated for separate resolution. This
opi ni on addresses the rate support issues.

After concessions by the parties,! the issues for decision
are: (1) Wiether CGeneral Mtors Corporation (G and its
consolidated affiliated subsidiaries (together, the GV group)
changed its nethod of accounting, and (2) whether section 1.1502-
13(b)(2), Income Tax Regs., requires GMto defer its deduction of

"rate support" paynents.?

1 Petitioner concedes that for 1985 it is not entitled to
deduct (1) $57,532,843 for retail rate support paynents incurred
by GM (2) $233,071,869 for retail rate support paynents GM did
not bill until 1986, and (3) $1,557,226 for fleet rate support
paynments GMdid not bill until 1986. Respondent concedes that
for 1985 (1) petitioner's incone should not be increased by
$119, 004, 997 on account of estimated refunds of retail rate
support paynents, and (2) petitioner is entitled to $13,572, 139
in deductions for fleet rate support paynents.

Additionally, the parties agree that petitioner, in
conputing its taxable income for 1985, is entitled to claim
foreign tax credits in the anmount of $101, 000,636 arising from
carrybacks from 1986 and 1987.

2 Unless otherwise indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.



Backgr ound

Most of the facts have been stipulated and are so found.
The stipulation of facts, the supplenental stipulation of facts,
the stipulation of partial settlenent, the stipulation of settled
i ssues and the attached exhibits are incorporated herein by this
reference. At the tine it filed the petition, GMhad its
princi pal place of business in Detroit, M chigan.

| . Gener al Backgr ound

GMis a corporation duly organi zed under the |l aws of the
State of Del aware, doing business directly and through
subsidiaries in the United States and abroad. For 1985 and al
rel evant prior and subsequent years, GV filed a consolidated
Federal inconme tax return, Form 1120, on a cal endar year basis on
behalf of GMand its consolidated affiliated subsidiaries within
t he neani ng of section 1504. 1In 1985 and all relevant prior and
subsequent years, Ceneral Mdtors Acceptance Corporation (GVAC), a
whol |y owned subsidiary of G was part of the GM group. GM and
GVAC both maintain their books and records, and report their
i ncone for Federal inconme tax purposes, using the accrual nethod
of accounting.

At all relevant tinmes, GMwas a multiplant manufacturing
enterprise primarily engaged in the design, manufacture,
assenbly, and sale of notor vehicles (including autonobiles,

trucks, and buses) and related parts and accessori es.



In 1919, GVAC was incorporated under the New York banking
law relating to investnent conpanies. Qperating directly and
t hrough subsidi aries and associ ated conpanies in which it has
equity investnents, GVAC provides a wde variety of financial
services to its custoners.

GVAC and its subsidiaries' principal business is to finance
the acquisition and resal e by independent GM deal ers of various
new aut onoti ve and nonaut onoti ve products manufactured by GM and
to acquire fromindependent GV deal ers, either directly or
indirectly, installnment obligations covering retail sales of GV
products as well as used units of any make. Additionally, GVAC
acquired fromindependent GM deal ers install nent obligations
covering new products of other (i.e., non-GW notor vehicle
manuf acturers where the i ndependent GM deal ers al so owned and
oper ated non- GV notor vehicle deal erships. As a purchaser of
instal |l ment obligations, GVAC faces conpetition fromfinance
conpani es and nost banks. Banks al so finance car |oans directly
W th customers; however, GVAC does not provide this service.

GVAC al so offered other financial services to independent GM
deal ers. These services included providing inventory financing
for both new and used vehicles, insurance, real estate |ending,
financing of service machi nery and nechani cal equi prent, and

other rel ated services.



I1. | ndependent GVl Deal ers' Relationship Wth GV and GVAC

A. Ceneral Background

GM sells the notor vehicles it manufactures to the public
primarily through a network of independently owned deal ershi ps
(i.e., independent GM deal ers). These independent GM deal ers
purchase GM notor vehicles fromGMfor resale to individua
custoners, businesses, |easing conpanies, and other entities.
Sone of these custoners (e.g., businesses and | easi ng conpani es)
are "fleet custoners". Fleet custoners purchase | arge vol unes of
notor vehicles in a single transaction.

When a retail custoner® purchased a vehicle from an
i ndependent GM deal er, the retail custonmer could (1) pay cash for
the entire purchase price, (2) purchase the vehicle using third-
party financing, or (3) execute a retail installnment sales
contract (RISC) with the i ndependent GM deal er under which the
retail custonmer agreed to pay for the vehicle over the term of
the contract at a stated interest rate. Under the terns of the
RI SC, the independent GM deal er could (1) hold the RISC for its
own account, (2) assign the RISCto a |l ender unrelated to GM or
GVAC, or (3) assign the RISC to GVAC

| f the independent GM deal er assigned the RISC to GVAC, GVAC

acquired the RISC at a price based on GVAC s "buy rate" (which

3 The term"retail custonmers" refers to all purchasers who
were not fleet custoners.
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was al so known as the "market discount” rate). GVAC s buy rate
reflected a market rate of interest. |If the interest rate the
RI SC carried equal ed the GVAC buy rate, GVAC paid face val ue for
t he RI SC.

| ndependent GM deal ers were not legally required to assign
any RISC to GVAC, and GVAC was not legally required to accept any
RI SC of fered by an i ndependent GM dealer to GVAC. GVAC, however,
accepted assigned RISC s from i ndependent GM deal ers provided the
retail customer and the ternms of the RISC net GVAC s credit
st andards.

During 1985, for approximately 41 percent of all GM vehicles
sol d by independent GM deal ers, the custoner executed an RI SC
wi th the independent GM deal er, and the independent GM deal er
then assigned the RISC to GVAC. This represented GVAC s hi ghest
mar ket share since 1931.

Bet ween 1984 and 1986, GVAC accepted assi gnnment of
approxi mately 75 percent of the total nunber of RI SC s that
i ndependent GM deal ers offered to GVAC. GVAC conditionally
accepted another 10 percent of such RISC s subject to the retail
custoner increasing his or her downpaynent or adding a cosigner.
GVAC rejected approximately 15 percent of the RI SC s independent

GV deal ers offered to GVAC.



B. Deal er Fi nance | ncone

"Deal er finance incone", "deal er allowance credit", and
"deal er participation” are terns used to describe certain anmounts
paid or credited by GVAC to i ndependent GM deal ers in connection
with the assignnent of an RI SC by an i ndependent GM dealer to
GVAC. 4 Deal er finance inconme was produced when an i ndependent GM
deal er assigned to GVAC an RI SC bearing an interest rate that is
hi gher than the GVAC buy rate.

When GVAC acquired an RI SC from an i ndependent GM deal er,
GVAC paid or credited the independent GM dealer the fair market
val ue of the assigned RISC at the tinme of purchase. The fair
mar ket val ue was conputed using the GVAC buy rate (i.e., the RISC
was di scounted to present val ue based on the GVAC buy rate).

When a retail custonmer's RISC carried an interest rate greater
than the GVAC buy rate, the fair market val ue was higher than the
face anmount of the RISC, and the amobunt GVAC paid in excess of
the face anmobunt of the RI SC was deal er finance incone.®> If the

retail custonmer paid off its RISC early, the independent GV

4 For conveni ence, we shall hereinafter refer to these
terns as deal er finance incone.

> The opinion, infra pp. 32-38, contains exanpl es
cal cul ating deal er finance income and rate support paynents and
explaining GMs and GVAC s accounting for rate support. For an
exanpl e of dealer finance incone, see infra p. 32.
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deal er credited back to GVAC a portion of the deal er finance
i ncone.

A retail custoner's RISC seldomcarried an interest rate
bel ow GVAC s buy rate when the notor vehicle was not covered by a
retail rate support program?® See infra pp. 10-19 (discussing
retail rate support prograns). |In that case, the fair market
val ue of the RISC was | ower than the face anmount of the RI SC
GVAC paid or credited the independent GM deal er | ess than the
face value of the RISC (so that the effective yield to GVAC on
the RI SC equal ed the GVAC buy rate). This reduced the incone the
i ndependent GM deal er received on the sale of the vehicle.

[11. | ncentive Prograns

A. GMlncentives to I ndependent GM Dealers to
Pur chase/ Sel | GM Vehi cl es

In 1985, there were nunerous prograns in effect that GM had
established to provide financial incentives to independent GV
deal ers to purchase and sell nore GM notor vehicles (deal er

i ncentives).

® This was because if the RISC carried a bel ow narket
interest rate the independent GM deal er forwent noney on the sale
of the car. This noney was "l ost" because the independent GV
deal er credited the face value of the RISC towards the retai
custoner's purchase price of the vehicle even though the R SC
carried a bel ownmarket interest rate (i.e., the RISC s fair
mar ket value at the tinme of purchase was less than its face val ue
at the time of issuance). Thus, the independent GM deal er
forwent the difference between the face value and fair market
val ue of the RI SC



One deal er incentive programinvol ved the paynent of "close
out all owances" to independent GV deal ers. Under the terns of
the sale from GV to an independent GM dealer, if the independent
GM deal er could not resell a vehicle by a specified date, GV paid
a "close-out allowance" to the i ndependent GV deal er. C ose-out
al | onances were intended to encourage i ndependent GM dealers to
purchase and stock current nodel year vehicles.

O her deal er incentives included cash paynents tied to the
vol unme of vehicles either sold by the i ndependent GM deal er or
purchased from GM by the i ndependent GM deal er. These deal er
incentives mght apply to particular vehicle lines or to total
nunbers of vehicles sold or purchased. Various sales incentives
were al so paid to deal ership sal espeopl e.

| ndependent GM deal ers were al so given the opportunity to
purchase certain upgrades or option packages for certain vehicle
nodel s at either a reduced or no additional cost.

B. Retail Custoner Incentives

In addition to deal er incentives, GM established prograns
involving retail customer incentives to increase sales of GV
notor vehicles. GMretail custoner sales incentives included:
(1) Cash rebates and incentive packages, (2) discount option
packages, (3) reduced financing rates nade avail abl e through

GVAC, and/or (4) allow ng the purchaser to delay the initial
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mont hly paynment to GVAC due on the retail custoner's RISC for a
stated peri od.

C. Oversight of Incentive Prograns

During the 1980's, GMs "Price Review G oup"” made the
decision to provide deal er incentives, incentives to deal ership
sal espeople, and retail sales incentives.

D. Retail Rate Support Prograns

1. Hi story and Overvi ew

Around 1980, the domestic car market in the United States
was extrenely depressed. The United States was com ng off the
second oil shock. In 1980, GMincurred only the second year of
losses inits history. It was a traumatic tinme for GM and there
was a lot of effort and work going on at GMto try to stinulate
sal es of notor vehicles.

At this time, GMwas offering direct rebates to custoners;
however, the progranms were not effective at increasing sales of
GM vehicles to the desired levels. GM executives believed that
sal es were depressed due to the very high interest rates that
were present in the U S. econony at the tine. During 1980, the
prime rate of interest hit a high of approximately 21 percent.

GM was consi dering using sales allowances to try to find
sonething that was nore attractive to custoners than rebate
prograns, which had |ost their luster in the then existing high

interest rate environnent. In 1980, GM executives nmade proposals
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to create a programto address the issue of high interest rates.
The proposal s suggested a program by which retail custoners could
finance GM vehicles at a bel owmarket interest rate.

The car divisions (i.e., Chevrolet, Buick, GV, Pontiac,

O dsnobile, and Cadillac)’ initially opposed retail rate support
prograns. These proposals were not inplenmented in 1980 due to
percei ved adm nistrative difficulties and a | ack of the necessary
i nternal support.

In 1981, GM executives again nade proposals to address the
issue of high interest rates. This time, GMinitiated prograns
t hrough GVAC whi ch nade bel ow- market interest rate financing
avai lable to retail custoners who purchased GM vehicles (the
retail rate support program. The notivation for the program
included stimulating retail demand for cars and increasing market
penetration.

GVAC s initial reaction to the initial proposed retail rate
support programwas negative. GVAC was concerned with the inpact
of the retail rate support program on independent GM deal ers, who
were GVAC s custoners, and the independent GM dealers' ability to

earn deal er finance inconme. See supra pp. 7-8. GMs initial

" The parties referred to the different divisions of GM
(i.e., Chevrolet, Buick, GMC, Pontiac, O dsnobile, and Cadill ac)
as "marketing divisions", "car divisions", and "vehicle
divisions” of GM For clarity and uniformty, we shall refer to
t hem as car divi sions.
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proposal s for rate support prograns involved GVAC s bearing a
cost of such prograns, and GVAC refused to bear such costs.
GVAC s position was that its margins did not allow it to absorb

t hese costs. GVAC considered these costs a cost of selling

aut onobi l es that should be borne by GM GMeventually decided to
pay these costs.

The first retail rate support program initiated in July
1981, included all U S. car divisions. The initial retail rate
support proposal was quite successful. It was nore effective
t han GM executives hoped, and sal es increased nore than GV
expect ed.

In 1981, when GM first announced retail rate support
progranms, GVAC i nmmedi ately contacted its |lenders and credit
rating agencies to informthemthat (1) GVAC s margi ns were not
going to be adversely affected by such prograns, (2) GM and not
GVAC, was bearing the costs of such programs, and (3) GVAC was
earning its normal rate of return on RISC s entered into by
retail custonmers under a retail rate support program (rate-
supported RI SC).

2. Nuts and Bolts of a Retail Rate Support Program

Retail rate support prograns involved GMs centra
managenent, GM s car divisions, independent GM deal ers, and GVAC.

The purpose of the retail rate support prograns was to spur the
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sal e of GM vehicles by independent GM deal ers so that GM coul d
sell nore vehicles to the independent GM deal ers.

Vehi cl es sold under a retail rate support program were
financed at an interest rate below the prevailing nmarket interest
rate. Independent GM deal ers who participated in the program
were required to advertise the bel ow-market interest rate to
their retail custonmers. As discussed earlier, independent GV
deal ers were not able to earn deal er finance incone from GVAC on
the rate-supported RISC s. In order to encourage independent GV
dealers to participate in retail rate support prograns, GM paid
i ndependent GM deal ers who had been using GVAC s services a
stated fraction of the average deal er finance incone the
i ndependent GM deal er had earned on nonrate-supported Rl SC s
during a previous base period. Such paynents were described as
representing a percentage of the independent GM deal ers' norma
deal er financing incone. |ndependent GM deal ers who had not been
using GVAC s services were paid a stated fraction of the average
deal er finance incone that other independent GV dealers in the
sane geographi c area earned on nonrate-supported RISC s during a
previ ous base peri od.

Retail rate support progranms were structured as foll ows:

(1) GMsold its vehicles to independent GM deal ers.
(2) GMs car divisions prepared proposals to use a

portion of their sales allowance budget on a retail rate
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support program The car divisions submtted the proposal
to GM s operating analysis section (OAS), which was part of
the GM conmptroller's staff. OAS worked with the car
divisions in preparing the financial analysis and a proposal
for the price review group. The proposal suggested the
vehicles to be covered, the interest rate to be offered, and
the period of time the programwould be in effect.

(3) The price review group reviewed the proposal. In
deci di ng whether to approve a retail rate support program
the price review group consi dered projections of incone
i npact to the affected GM car divisions and GVAC based on
the cost of the program plus the gain from projected
i ncreased vehicle sales. The price review group's
consi deration of projected incone inpact included projected
i ncreased contract penetration by GVAC

The price review group al so considered the "gross stock
days supply” wth proposed vehicle lines chosen to address
"days supply" problens of specific car divisions. "G&o0ss
stock” is the nunber of vehicles that are in the field
avail able for sale. The "days supply" is the projected
nunber of days it would take to sell that gross stock.

The price review group eval uated sone prograns and
found that the entire expected sales increase would be "pul

ahead" sales. Pull ahead sales were sales GMreasonably
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expected to occur in the ensuing period® if there were no
retail rate support programin place. Thus, there was no
anticipated increase in the nunber of sales of GM notor
vehi cles, but the sales would occur earlier with a retai
rate support programin place than they woul d ot herw se.

The price review group al so consi dered the inpact of
"plus" sales. Plus sales were additional GM cars projected
to be sold because of the retail rate support program

GM's price review group, based on the recommendati on of
GM s marketing personnel, set the bel ownarket interest rate
to be offered based on the market for particular vehicles
and conpetitive conditions.

(4) After approval by the price review group, the
proposal went to GM s executive conmttee. The executive
commttee either approved or rejected the proposal. |If
approved, GV notified the car divisions in witing and the
i ndependent GM deal ers through an el ectronic deal er
communi cation system (DCS) of the retail rate support
program The DCS nessage identified the car nodels covered,
the period of tinme the retail rate support programwas in
effect, and the anmount of deal er finance incone that woul d

be earned (or lost) by participating in the program

8 W assune that this refers to the next financial period.
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(5 In order to participate in a retail rate support
program independent GM deal ers had to elect to be in the
program

(6) The retail rate support programrequired
participating i ndependent GM dealers to charge the retai
custoners an interest rate that was no higher than the
bel ow- market interest rate offered under the retail rate
support program

(7) OGM(through its car divisions), GWAC, and the
i ndependent GM deal ers announced the retail rate support
programto the public.

Interest rates in a retail rate support program often varied
based on the termof the RISC. Cenerally, an RISCwth a term of
49-t0-60 nonths bore a higher interest rate than an RISC with a
termof 48 nonths or |ess.

3. Sale of a Car

When a participating i ndependent GV deal er sold a qualifying
vehicle to a retail custonmer under a retail rate support program
the custonmer could elect to nake a cash downpaynment and finance
t he bal ance of the purchase price not paid in cash. The retai
custoner satisfied the bal ance due by entering into an RISC with
t he i ndependent GM deal er at the bel ow-market interest rate
establ i shed under the rate support program The i ndependent GV

deal er credited the face value of the RISC towards the retai
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custoner's purchase price of the vehicle even though the R SC
carried a bel ownmarket interest rate (i.e., the RISCs fair

mar ket value at the tinme of purchase was less than its face val ue
at the tinme of issuance). |If the participating independent GV
deal er offered to assign the RISC to GVAC and GVAC accepted the
RI SC, GVAC paid or credited the i ndependent GM deal er an anount
equal to the face value of the RISC (which was greater than the
RISC s fair market value at the tinme of purchase).?®

4. The Retail Rate Support Paynent

When GVAC acquired a retail custoner's RISC carrying a
bel ow- market interest rate (i.e., a rate-supported RISC) from an
i ndependent GM dealer, GMpaid (or credited to) GVAC an anount
(the retail rate support paynent) equal to the difference between
the face anount of the RISC and the fair market val ue di scounted

at GVAC s buy rate.® GV paid GVAC the rate support paynent to

® Q@QVAC never paid an i ndependent GM deal er nore than the
fair market value for an RISC in the absence of a retail rate
support program because GVAC s margin for profit on an individual
RI SC was very small. [If GVAC paid nore than the fair market
value for an RISC without receiving a retail rate support
paynent, GVAC woul d have experienced a | oss on the RISC (i.e.,
t he expenses woul d have exceeded the incone on the Rl SC)

10 The retail rate support paynent GV nade to GVAC
represented the difference between the anount GVAC paid the
i ndependent GM deal er for the RISC under a retail rate support
program and the anmount GVAC woul d have paid the i ndependent GM
dealer for the RISC in the absence of such a program
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rei nburse GVAC for the amobunt GVAC paid the independent dealer in
excess of the RISC s fair market value at the tinme of purchase.

For RISC s executed before 1985, if the retail custoner
prepaid the RISC held by GVAC, GVAC returned (or credited) to GM
a portion of the retail rate support paynent that GM had
previously paid (or credited) to GVAC.

Begi nning in 1985, GV and GVAC began to take anti ci pated
retail customer prepaynents into account in determning the
anount of the retail rate support paynents GMpaid to GVAC. This
reduction in the amount of the retail rate support paynents was
actuarially determ ned.

During 1985, GMreduced the retail rate support paynents it
made to GVAC by 7 percent to take account of anticipated
prepaynments. In 1985, if a retail custoner prepaid an R SC, GVAC
was not obligated to return to GMany portion of the retail rate
support paynent GVAC received from GM on that RI SC because
antici pated paynents were taken into account in determning the
anount of the retail rate support paynents.

GM made retail rate support paynents to GVAC as an up front,
lunmp sum paynent. This treatnment was simlar to the treatnent of
direct rebate prograns--car divisions charged the whole anmount to

their sales all owance budget.!* GVAC wanted the retail rate

1 From 1985 to the present, the retail rate support
(conti nued. ..)
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support paynment up front because GVAC i ncurred the expense up
front by paying the independent GM deal er an anount in excess of
the fair market value of the RISC at the tinme of its purchase.

5. 1985 Retail Rate Support Prograns

In 1985, GMoffered eight retail rate support progranms on
sel ected GM vehicles. These eight prograns included the
fol | ow ng:

a. 8.8%financing on Chevrolet and GUC S-10 and
S-15 trucks purchased between February 1, 1985 and
April 30, 1985;

b. 8.8%financing on J and P nodel passenger cars
pur chased between March 20, 1985 and April 30, 1985;

c. 8.8%financing on Chevrolet Cavalier, Pontiac
Sunbird, Cadillac Seville and El dorado, Chevrolet S-10
Bl azer and GMC S-15 Jinmy, O dsnobile Calais, and Buick
Soner set nodel s purchased between May 1, 1985 and
August 15, 1985;

d. 9.9%financing on Buick Electra and O dsnobile
Ni nety- Ei ght Regency nodel s purchased between June 21,
1985 and August 15, 1985;

e. 7.7%financing on a wide variety of 1985 nodel
Chevrol et, Pontiac, O dsnobile, Buick, Cadillac, and
GMC vehi cl es purchased between August 15, 1985 and
Oct ober 2, 1985;

f. 8.8%financing on a wide variety of 1985 node
Chevrol et, Pontiac, O dsnobile, Buick, Cadillac, and
GMC vehi cl es purchased between October 7, 1985 and
Novenber 20, 1985;

(... continued)
program has been a significant part of the sales all owances of
GM Additionally, retail rate support paynents continue to be
charged agai nst the car divisions' sales allowance budget.
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g. 8.5%financing on "J" passenger cars purchased
bet ween Decenber 4, 1985, and Decenber 31, 1985; and

h. 7.9%financing on a wide variety of Chevrolet,
Pontiac, O dsnobile, Buick, Cadillac, and GVC vehicl es
pur chased between Decenber 26, 1985 and February 22,
1986.

6. Ef fect of the Rate Support Prograns

Retail rate support prograns affected the nunber of units
financed by GWAC and GVAC s market penetration. In 1984, GVAC s
nunber of units financed and market penetration decreased
primarily to increased conpetition for autonobile financing and
t he absence of reduced retail rate prograns that had been in
effect during nost of 1983. [In 1985, GVAC s nunber of units
financed and market penetration increased reflecting the
favorabl e results of various reduced rate prograns (including the
rate support prograns) and ot her incentives.

In 1985, GVAC s "average earning assets" rose $9.5 billion
principally due to the effect of several rate support prograns
of fered throughout the year.

GVAC s 1985 annual report contained the follow ng statenent
regarding the retail rate support prograns:

A nunber of very successful reduced retail rate

prograns offered by GVAC in cooperation with General

Motors, conmbined with inproved availability of GV

products, contributed to the rise in the |evel of

deliveries. The increased volune of units financed by

GVAC under the reduced rate prograns resulted in

significant growmh in retail receivables and | ease
assets in 1985.
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GVAC s 1986 Annual Report also contained simlar |anguage. The
1986 report stated:

The financial services market continues to be
intensely conpetitive. GVAC is neeting this chall enge
wi th new and i nproved prograns for consuners, dealers
and investors. Mst notable |ast year were the
factory-supported, special rate financing plans which
contributed to GVAC s record volume and resulted in a
significant nunber of new and nore affluent GVAC
custoners. During these rate prograns, financing
vol unme increased nore than 40% and pl aced great demands
on the entire organization.

7. Non- GM Rat e Support Prograns

Sone i ndependent GM deal ers al so operated notor vehicle
deal ershi ps for vehicle manufacturers other than GM (e.g., Ni ssan
Mot or Corporation (N ssan)). GVAC purchased RISC s fromthese
i ndependent GM deal ers even if the autonobile being financed was
not a GMvehicle. Consistent with this policy, during 1985, GVAC
participated in rate support type prograns offered by three non-
GM manuf acturers of notor vehicles.

From January 4 through Cctober 2, 1985, GVAC had an
agreenent with Nissan to purchase RI SC s bearing an 8. 8-percent
interest rate from Ni ssan deal ers who sold Ni ssan trucks to
retail custonmers. Under this program N ssan paid GVAC t he
di fference between the face anount of the RISC and the fair
mar ket val ue of the RISC (discounted at the rate of 13.5 percent)

at the time of purchase.
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From June 1 through Septenber 15, 1985, GVAC had an
agreenent with Anmerican |Isuzu Mdtors, Inc. (lsuzu), to purchase
RI SC s bearing an 8.6-percent interest rate fromlsuzu deal ers
who sold Isuzu trucks to retail custoners. Under this program
| suzu paid GVAC the difference between the face anmount of the
RI SC and the fair nmarket value of the RI SC (di scounted at the
rate of 13.5 percent) at the tinme of purchase.

From Cct ober 9 through Novenber 20, 1985, GVAC had an
agreenent with Anmerican Mdtors Corporation (AMC) to purchase
RI SC s bearing an 8.8-percent interest rate from AMC deal ers who
sold (1) Renault Alliance and Encore vehicles, and (2) Jeep
Cher okee, Wagoneer, and Comanche vehicles to retail custoners.
Under this program AMC reinbursed GVAC the difference between
the face anbunt of the RISC and the fair market value of the R SC
(discounted at the rate of 13.25% at the tinme of purchase.

V. GMs and GVAC s Accounti ng

A. GVAC s Accounting for Rate-Supported RISC s??

GVAC accounted for the acquisition of a rate-supported RI SC
(whether for a GV or non-GM vehicle) as follows: Wen GVWAC
purchased the rate-supported RISC, it recorded as assets on its
books (1) a "retail custoner receivable", and (2) a "rate support

receivable". The retail custoner receivable was equal to the

2 For an exanple, see infra pp. 33-34.
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face amount of the RI SC plus the bel ow-market interest stated in
the RISC that was to be paid over the termof the R SC (bel ow
mar ket stated interest). The rate support receivable was equal
to the retail rate support paynment GV woul d nake to GVAC

GVAC al so recorded two offsetting credit anmounts: (1) A
cash reduction in the anount paid to the i ndependent GM dealer to
purchase the rate-supported RISC, and (2) a contra asset called
"unear ned i ncone".

The unearned i ncone account bal ance equal ed the face anount
of the RISC plus the bel ownmarket stated interest (i.e., the
total amount the retail customer was to pay GVAC over the term of
the RISC) mnus the fair market value of the note, based on
GVAC s buy rate, at its tinme of purchase. Thus, the unearned
i ncome account included the discount income GVAC earned on a
rate-supported RI SC and the bel ow-narket stated interest. The
retail rate support paynent, however, was not included in the
unear ned i ncome account.

The contra asset account was designed so that the RI SC was
reported in GVAC s published financial statenents at its fair
mar ket value at the time of its purchase.

When GVAC received the retail rate support paynent, GVAC
increased its cash by the anount of the retail rate support
paynment and elimnated the rate support receivable. The unearned

i ncone account remai ned unchanged.
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When GVAC acquired a rate-supported RI SC from an i ndependent
GM deal er, GVAC did not record the rate support paynent as
incone. GVAC recogni zed the unearned incone as earned inconme on
a nonthly basis as the retail custoner nmade paynents over the
termof the RISC. Each nmonth GVAC al so reduced the unearned
i ncome account on its bal ance sheet in an anmount equal to the
anount it recognized as earned incone on its incone statenent.

B. GVAC s Accounting for Nonrate-Supported RISC s*3

GVAC accounted for the acquisition of a nonrate-supported
RI SC, whether it carried a market rate of interest or a bel ow
market rate of interest, as follows: Wen GVAC purchased the
RISC, it recorded as an asset on its books a retail custoner
recei vable equal to the face anount of the RI SC plus the interest
stated in the RISC that was to be paid over the termof the RISC

GVAC al so recorded two offsetting credit anmounts: (1) A
cash reduction in the anount paid to the i ndependent GM dealer to
purchase the RISC, and (2) unearned incone equal to the face
anount of the RISC plus the stated nmarket stated interest (i.e.,
the total amount the retail custoner paid GVAC over the term of
the RISC) mnus the fair market value of the note at the tine of

its purchase. Thus, the unearned incone account included the

13 For an exanple, see infra pp. 35-36.
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stated interest plus the discount income GVAC earned if the
nonr at e- supported RI SC bore a bel ownmarket rate of interest.

C. GMs Accounting for Retail Rate Support Paynents?®

GM accounted for its retail rate support paynent liability
as follows: Wen GMs liability first arose, GMrecorded a sal es
al l omance in the amobunt of the retail rate support paynent and an
accrued liability to GVAC in the anobunt of the retail rate
support paynent. Wen GVAC actually purchased the R SC from an
i ndependent GM deal er and GV nade the retail rate support paynent
to GVAC, GMelimnated the accrued liability and recorded a cash
reduction in the anount of the retail rate support paynent. The
net effect on GM s bal ance sheet was a reduction in GMs cash
bal ance in the anount of the retail rate support paynent. There
were no subsequent entries.

D. Consolidated Accounting

GMwas required to elimnate interconpany itens between GM
and GVAC in determning GM s consol idated i ncone and bal ance
sheet. GM s expense for retail rate support paynents was never
elimnated in determning the GM group's net book incone.
Simlarly, unearned inconme recognized by GVAC over the termof a
rate-supported RI SC was never elimnated in determ ning the GV

group's net book incone.

4 For an exanple, see infra p. 35.
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V. GVAC s Basis in Rate-Supported RISC s?°

GVAC s reported tax basis in a rate-supported Rl SC was equal
to the net amount of the RI SC reported on GVAC s bal ance sheet.

VI . Fl eet Rate Support Prograns

A. Ceneral Background

During 1985, GMregularly negotiated incentive arrangenents
for the sale of multiple GMvehicles to fleet custoners (fleet
vehicles). The terns of a fleet transaction were set between GM
and the fleet custoner. GV sold fleet vehicles to an i ndependent
GM deal er*® who in turn sold the fleet vehicles to the fleet
custoner. Depending on the circunstances, delivery of the fleet
vehi cl es m ght be coordinated through the independent GM deal er
or, alternatively, mght be delivered by GMdirectly to the fleet
purchaser. The independent GM deal er, however, was responsible
for paynent for the fleet vehicles.

In a fleet transaction, because the independent GM deal er
actually conpleted the sale of the fleet vehicles to the fleet
custoner, the independent GM deal er earned a profit on the fleet
transactions. This profit margin, however, generally was | ower
than the independent GM deal er's average profit margin on sal es

to retail custonmers. The anmount of the independent GM deal er's

1 For an exanple, see infra p. 35.

' An i ndependent GM deal er was needed as the seller of
record.
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profit turned on the fleet custoner's buying | everage and the
servi ces the independent GV deal er provided to the fl eet
cust oner.

In connection with a purchase of fleet vehicles, GM nade
incentives available to fleet custonmers. As an incentive to
these fleet custoners, GV offered bel ownmarket interest rate
financing through GVAC or offered to assist a fleet custoner in
obt ai ni ng bel ow- market interest rate financing froman unrel ated
| ender. Generally, fleet custoners opted to use the bel ow mar ket
financi ng provided by GVAC, but occasionally fleet customers used
bel ow mar ket financing provided by an unrel ated | ender.

Unli ke sales to retail custoners, the independent GM deal er
who hel ped conplete a fleet transaction had no role in the
financing of the fleet vehicles purchased. The fleet custoner
did not execute an RISC with an independent GM deal er; instead,
GVAC or an unrelated |l ender lent the noney directly to the fleet
custoners (fleet loans). |In fleet transactions, GVAC used a
chattel nortgage type financing docunent. GVAC |lent the noney to
the fleet custoners and took a security position in the fleet
vehicles as collateral. Any below nmarket interest rate offered
to fleet customers on fleet |oans was a reduction in GVAC s

ot herwi se available "lending rate".?

7 GQVAC established its lending rate the sane way it
(conti nued. ..)
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Upon shipnent by GMof a fleet purchase, GV received paynent
for the fleet vehicles. |In nost cases, this paynment was made
t hrough the independent GM deal er' s whol esal e fi nanci ng source.

The fleet custonmer then borrowed the agreed-upon anount of
funds from GVAC or an unrel ated | ender. This anmount was credited
to the i ndependent GM deal er (or, in nost cases, the independent
GM deal er' s whol esal e financing source) as consideration for the
vehi cl es.

| f the | ender nmade a bel ow-nmarket interest rate | oan, GM
paid GVAC or the unrelated |lender a "fleet rate support paynent".
The amount of the fleet rate support paynent equal ed the
di fference between the face anmount of the fleet |loan and the fair
mar ket val ue of the fleet I oan at GVAC s lending rate.

B. GVAC s Accounting for the Fleet Loans?'®

GVAC accounted for the fleet loans as follows: Wen GVAC
made a fleet loan, it recorded as assets on its books (1) a
"fl eet purchaser receivable"”, and (2) a rate support receivable.
The fl eet purchaser receivable was equal to the face anmount of
the loan (i.e., the anount the fleet custonmer actually borrowed
from GVAC). The rate support receivable was equal to the fleet

rate support paynent to be made by GMto GVAC

(... continued)
determned its buy rate.

8 For an exanple, see infra pp. 36-37.
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GVAC al so recorded two offsetting credit anmounts: (1) A
cash reduction in the anount it paid to the independent GM deal er
to purchase the rate supported fleet |oan, and (2) unearned
income. ® The unearned i ncone account was credited the face
anmount of the note mnus the fair market value of the note at the
tinme of its purchase.?

Unlike its treatnment of retail rate support paynents, GVAC
did not record the stated interest in the note as part of the
fl eet purchase receivable or as unearned incone.

When GVAC received the fleet rate support paynent from GV
GVAC increased its cash by the anount of the fleet rate support
paynment and elimnated the rate support receivable. The unearned
i ncone account remai ned unchanged.

GVAC did not include fleet rate support paynents in incone.
GVAC recogni zed the unearned incone as earned inconme on a nonthly
basis as the custoner nade paynents over the termof the fleet

| oan.

9 The unearned i ncone account in the fleet transactions
was a contra asset account that reduced the anount of GVAC s
assets and ensured that the fleet purchaser receivabl e was
reported at its fair market value on GVAC s bal ance sheet.

20 Thus, the unearned incone account included the discount
i ncome GVAC earned on a rate supported fleet loan. The fleet
rate support paynent was not included in the unearned incone
account .
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C. GMs Accounting for the Fleet Rate Support Paynments?

GM accounted for its fleet rate support paynent liability as
follows: Wien GMs liability first arose, GMrecorded a sal es
al l omance in the anount of the fleet rate support paynent and an
accrued liability to GVAC in the anount of the fleet rate support
paynment. Wen GVAC actually lent the funds to the fleet custoner
and GM nade the fleet rate support paynent to GVAC, GM el i m nated
the accrued liability and recorded a cash reduction in the anount
of the fleet rate support paynment. The net effect on GM s incone
statenent was a sales allowance in the anount of the fleet rate
support paynent, and the net effect on GM s bal ance sheet was a
reduction in GMs cash balance in the anount of the fleet rate
support paynent.

VIl. Tax Return Treatnment of IltemRelated to Retail and
Fl eet Rate Support Prograns

In the rel evant taxable years, in conmputing its separate
taxabl e inconme, GMtreated the retail rate support paynents it
made to GVAC and the fleet rate support paynents nmade to GVAC and
to other unrelated | enders as current deductions by the parent GV
(rate support deductions). For purposes of computing its
separate taxable incone, GVAC treated the di scount earned on
rat e-supported RISC s and rate supported fleet |oans (which were

mat hematically equal to the retail/fleet rate support paynent

2l For an exanple, see infra pp. 37-38.
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associated wth that RISC/fleet |oan that GVAC received from GV
as income over the life of the RISC/fleet |oan (rate support
di scount incone).

For taxable years prior to 1985, the GM group reported GM s
rate support deductions and GVAC s rate support discount incone
as interconpany transactions. A consolidation adjustnment was
made deferring GM s rate support deductions in the GM group's
consolidated inconme tax return until GVAC recogni zed the di scount
i ncone.

For 1985 and subsequent years, the GM group did not report
GM s rate support deductions and GVAC s rate support discount
i ncome as interconpany transactions. GMcontinued to claimthe
retail and fleet rate support paynments as current deductions when
paid (or credited) to GVAC. No consolidation adjustnment was nade
deferring GMs rate support deductions in the GV group's
consol i dated i ncone tax return.

The GM group did not file, in 1985 or any other rel evant
year, a Form 3115, Application for Change in Accounting Method,
wi th the Comm ssioner.

VIIl. dains for Refund

GMfiled refund claims with the Internal Revenue Service
(IRS) for tax years prior to 1985 on the basis that the deferral
of GMs rate support deductions on the GM group's consol i dated

return for those years was incorrect.



Di scussi on
|. Exanples

Bef ore reaching our analysis of the applicable | aw, we set
forth sone exanpl es of the accounting, tax, and financial aspects
of the case at bar that wll elucidate the facts of the case.
The parties have stipulated the foll ow ng exanpl es.

A. Deal er Fi nance | ncone

Suppose that when GVAC s buy rate was 8 percent a retai
custoner entered into an RISC with a principal amunt of $10, 000,
for a termof 48 nonths, bearing an interest rate of 8.25
percent. GVAC paid or credited $10,04822 (the fair
mar ket / di scounted val ue of the RISC at 8 percent) to the
i ndependent GM deal er for assignnment of the RISC to GVAC. Thus,
t he i ndependent GM deal er recei ved $48 of deal er finance incone
(the fair market value of the RI SC -$10, 048--1ess the princi pal
amount - - $10, 000) .

B. Retail Rate Support Paynent Cal cul ati ons

1. Pre-1985
Suppose a retail custoner purchased a vehicle from an
i ndependent GM deal er for $12,000 and paid $2,000 in cash and
financed the $10, 000 bal ance with a rate-supported RISC with a

48-month term The retail rate support programoffered 7.9

22 For convenience, all figures are rounded to the nearest
dol | ar.
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percent financing when GVAC s buy rate for a 4-year |oan was 12
percent. The nonthly paynent due on the rate-supported R SC was
$244, and the fair market value of the rate-supported R SC at the
time of purchase was $9, 253.2 Even though the rate-supported

RI SC was worth only $9, 253, GVAC pai d the independent GM deal er
$10,000. GMpaid GVAC a retail rate support payment in the
amount of $747--the difference between the $10,000 face val ue of
the rate-supported RISC and the $9, 253 fair market val ue of the
rate-supported RISC at the tine of its purchase.

2. 1985 and Post -1985

In 1985 and thereafter, GMs retail rate support paynent was
adj usted (reduced) for the actuarially determ ned retail custoner
prepaynents. During 1985, GMreduced the retail rate support
paynments it made to GVAC by 7 percent to take account of
antici pated prepaynents. Thus, given the sane facts as above for
pre-1985, in 1985, the retail rate support paynment of $747 woul d
have been reduced to $695.

C. GJv and GVWAC Fi nanci al Accounti ng

1. Rat e- Supported RI SC

Suppose a retail custoner's RI SC had a face anount of
$10, 000, bel ow nmarket stated interest of $2,000 to be paid by the

custoner over the termof the RISC, and a fair market val ue of

2 The $9,253 figure is arrived at by discounting to
present value the 48 nonthly paynents of $244 by 12 percent.
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$9, 500, and GM paid GVAC a retail rate support paynent of $500
(retail rate support exanple).
a. GQGVAC
GVAC purchased the RI SC from an i ndependent GM deal er for
$10,000, and it recorded the follow ng assets on its books:

Retail custoner receivable 1$12, 000
Rat e support receivable 500

! This figure included the $10,000 face val ue of the
RI SC and $2, 000 bel ow market interest stated in the
Rl SC.

GVAC credited the $10,000 it paid the i ndependent GM deal er
for the RRSC to its cash account and $2,500 to its unearned

i ncone account. These itens were recorded as fol |l ows:

Cash ($10, 000)
Unear ned i ncone (2, 500)

1 This figure equal ed the face anount of the RISC plus
t he bel ow narket stated interest (i.e., the total
anount the retail custoner was to pay GVAC over the
termof the RISC) mnus the fair market val ue of the
RISC at the tinme of its purchase. Thus, the unearned

i ncome account included the discount inconme and the

bel ow mar ket stated interest that GVAC earned on the

Rl SC.

When GVAC received the $500 retail rate support paynment from
GM GVAC increased its cash by $500 and elimnated the rate
support receivable. The net effect on GVAC s bal ance sheet was
as follows:

Retail customer receivable $12, 000

Cash (9, 500)
Unear ned i ncone (2,500)
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b. GVAC s Basis in a Rate-Supported RISC

In the retail rate support exanple, GVAC s book and tax

basis in the rate-supported R SC was $9, 500.
c. GV

In the retail rate support exanple, GM accounted for its
retail rate support paynent liability as follows: Wen GMs
liability first arose, GMrecorded a $500 sal es all owance and a
$500 accrued liability to GVAC. When GVAC actual |y purchased the
RI SC from an i ndependent GM deal er and GM nade t he $500 retai
rate support paynent to GVAC, GM elinminated the $500 accrued
l[iability and recorded a cash reduction of $500. The net effect

on GM s bal ance sheet was a $500 reduction in GMs cash bal ance.

2. Nonr at e- Supported RI SC

a. Rl SC Bearing a Market Interest Rate

Suppose a retail custoner's RISC had a face anount and fair
mar ket val ue of $10,000 and stated interest of $2,500 to be paid
by the custoner over the termof the RISC. GVAC purchased the

RI SC for $10,000, and it recorded the following itenms on its

books:
Ret ai | custoner receivable 1$12, 500
Cash (10, 000)
Unear ned i ncone 2(2,500)

! This figure included the $10,000 face val ue of the
RI SC and $2,500 interest stated in the RI SC.

2 This figure equal ed the face anount of the RI SC plus
the stated interest (i.e., the total anpbunt that the
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retail custoner paid GVAC over the termof the RI SC)
m nus the fair market value of the RISC at the tinme of
its purchase.

b. Rl SC Bearing a Bel ow- Market Interest Rate

Suppose a retail custoner's RI SC had a face anount of
$10, 000, bel ow nmarket stated interest of $2,000 to be paid by the
custonmer over the termof the RISC, and a fair market val ue of
$9, 500. QGVAC purchased the RISC for $9,500, and it recorded the

followwng items on its books:

Retail customer receivable 1$12, 000
Cash (9, 500)
Unear ned i ncone 2(2,500)

! This figure included the $10, 000 face val ue of the
Rl SC and $2, 000 bel ow-mar ket stated interest.

2 This figure equal ed the face anount of the RI SC plus
the stated interest (i.e., the total anpbunt the retai
custoner was to pay GVAC over the termof the RI SO

m nus the fair market value of the RISC at the tine of
its purchase.

3. Fl eet Loans and Fl eet Rate Support

Suppose a fleet custoner acquired fleet vehicles for
$1, 100, 000 naki ng a $100, 000 downpaynent in cash and financing
the $1 million balance with a note from GVAC with a term of 48
nmonths at an interest rate of 8 percent when GVAC s lending rate
was 10 percent. The fair nmarket value of the note at the tinme of

its purchase, therefore, was $957,600.%* GVAC lent $1 mllion to

24 The parties stipulated this exanple and cal cul ated the
fair market value of the note to be $957,600 and the fleet rate
(conti nued. ..)
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the fleet custoner who used the $1 million as consideration for
t he purchase of the fleet vehicles. GMthen paid $42,400 to GVAC
(altogether, the fleet rate support exanple).
a. GQVAC
In the fleet rate support exanple, when GVAC nade the | oan

for $1 million, it recorded the following itens on its books:

Fl eet purchaser receivable $1, 000, 000
Rat e support receivable 42, 400
Cash (1, 000, 000)
Unear ned i ncone (42, 400)

Wien GVAC received the $42,400 fleet rate support paynent,
GVAC increased its cash by $42,400 and elimnated the rate
support receivable. The net effect on GVAC s bal ance sheet was

as foll ows:

Fl eet purchaser receivable $1, 000, 000

Cash (957, 600)

Unear ned i ncone (42, 400)
b. GM

In the fleet rate support exanple, GM accounted for its
fleet rate support paynment liability as follows: Wen GMs

l[iability first arose, GMrecorded a $42,400 sal es al |l omwance and

24(...continued)
support paynent to be $42,400 (the difference between the
$1, 000, 000 face value of the note and the $957, 600 fair market
value of the note). This appears to be a mathematical error--the
fair market value based on a loan with a $1 mllion principal
bal ance at 8 percent for 48 nonths when the market rate of
interest is 10 percent is $962,557, and the fleet rate support
paynent therefore is $37,443. For conveni ence, we shall use the
parties' figures.
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a $42,400 accrued liability to GVAC. When GVAC actually lent the
funds to the fleet customer and GM nade the $42,400 fleet rate
support paynment to GVAC, GM elim nated the $42, 400 accrued
liability and recorded a cash reduction of $42,400. The net
effect on GM s incone statenment was a $42, 400 sal es al | owance;
the net effect on GM s bal ance sheet was a $42,400 reduction in
GM s cash bal ance.

1. Change in Method of Accounting

Respondent's primary argunment is that the consoli dated
return regul ations constituted a nmethod of accounting, and the GV
group's consistent deferral of GMs rate support deduction prior
to 1985 established the regular nethod of accounting for the rate
support paynents.?® See sec. 1.446-1(e)(2)(ii)(a), |ncone Tax
Regs. Respondent contends that in 1985 the GM group?® changed
its method of accounting when (1) the GM group stopped reporting
GM s rate support paynents as interconpany transactions under
section 1.1502-13(a)(1), Incone Tax Regs., (2) GMcontinued to

claimthe rate support paynents as current deductions when paid

2 W use the term"rate support paynents" to refer to both
the retail rate support paynments and fleet rate support paynents.

26 On brief, respondent argues that "GM' changed its nethod
of accounting. Most of respondent's argunents, however, pertain
to changes nade by the G group on its consolidated returns.
Therefore, we believe that many of respondent’'s references to GV
in respondent's discussion of the change in nmethod of accounting
i ssue are references to the GM group.
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(or credited) to GVAC, and (3) the rate support deductions were
no | onger deferred in the GM group's consolidated i ncone tax
return (i.e., no consolidation adjustnent was nade pursuant to
section 1.1502-13(b)(2), Incone Tax Regs.). Respondent further
argues that this change in the method of accounting could not be
effected without the Secretary's consent. See sec. 446(e).

Petitioner counters that the consolidated return regul ations
in effect for 1985 were not a nethod of accounting. Furthernore,
petitioner contends that respondent is attenpting to apply
retroactively the 1995 anendnents to the consolidated return
regul ations (1995 anendnents), and that this is inproper.

A.  The Law

An affiliated group can nake a consolidated return with
respect to the incone tax inposed by chapter 1 in lieu of filing
separate returns. See sec. 1501. Al nenbers of the affiliated
group nust consent to the consolidated return regul ations
prescribed under section 1502 prior to the |ast day prescribed by
law for the filing of a consolidated return. See id. Filing a
consolidated return was consi dered such consent. See id.

Section 1502 provided:

The Secretary shall prescribe such regul ations as

he may deem necessary in order that the tax liability

of any affiliated group of corporations nmeking a

consolidated return and of each corporation in the

group, both during and after the period of affiliation,

may be returned, determ ned, conputed, assessed,
col l ected, and adjusted, in such manner as clearly to
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reflect the incone tax liability and the various

factors necessary for the determ nation of such

l[tability, and in order to prevent avoi dance of such

tax liability.
Furthernore, if a consolidated return was nade, the tax was
determ ned, conputed, assessed, collected, and adjusted in
accordance with the regul ati ons under section 1502 prescribed
before the | ast day prescribed by law for the filing of such
return. See sec. 1503(a).

Section 1.1502-2, Inconme Tax Regs., explained how a
consolidated group determned its tax liability. It provided,

rel evant part, as follows:

The tax liability of a group for a consoli dated
return year shall be determ ned by addi ng together--

(a) The tax inposed by section 11 on the
consol i dat ed taxabl e i ncone for such year (see
[ section] 1.1502-11 for the conputation of consolidated
taxabl e incone); * * *

Section 1.1502-11, Incone Tax Regs., provided, in relevant

part, as follows:

(a) ILn general. The consolidated taxable incone
for a consolidated return year shall be determ ned by
taking into account--

(1) The separate taxable incone of each
menber of the group (see [section] 1.1502-12
for the conputation of separate taxable
i ncone); * * *

Section 1.1502-12, Incone Tax Regs., provided, in relevant

part, as foll ows:

in
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The separate taxable inconme of a nmenber (including a
case in which deductions exceed gross inconme) is
conputed in accordance with the provisions of the Code
covering the determ nation of taxable incone of
separate corporations, subject to the foll ow ng

nodi fi cations:

(a) Transactions between nenbers * * * shall be
reflected according to the provisions of [section]
1.1502-13 * * * ;

(d) The nethod of accounting under which such
conputation is made and the adjustnents to be nade
because of any change in nethod of accounting shall be
determ ned under [section] 1.1502-17;

Section 1.1502-13(b)(1), Incone Tax Regs., provided that,
generally, gain or loss on interconpany transactions, 2’ ot her
than "deferred interconpany transactions”, was not deferred or
elimnated. Section 1.1502-13(b)(2), Incone Tax Regs., however,
cont ai ned an exception to this rule:

(2) Special rule. If, in an interconpany
transaction (other than a deferred interconpany
transaction), one nmenber woul d ot herw se properly
[take] an item of incone or a deduction into account
for a consolidated return year earlier than the year
(whet her consolidated or separate) for which anot her
menber of the group can properly take into account the
corresponding item of income or deduction, then both
the itemof income and the deduction shall be taken
into account for the later year (whether consoli dated
or separate). * * *

27 Sec. 1.1502-13(a)(1), Incone Tax Regs., defined the term
"interconpany transaction” as "a transaction during a
consolidated return year between corporations which are nenbers
of the same group i medi ately after such transaction”
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Section 1.1502-17, Incone Tax Regs., entitled "Methods of
accounting", stated that "The nmethod of accounting to be used by
each nenber of the group shall be determ ned in accordance with
the provisions of section 446 as if such nenber filed a separate
return.”

Section 446(a) stated that "Taxable incone shall be conputed
under the nmethod of accounting on the basis of which the taxpayer
regul arly conputes his inconme in keeping his books." Section
1.446-1(a)(1), Income Tax Regs., further provided that "The term
"met hod of accounting' includes not only the over-all nethod of
accounting of the taxpayer but also the accounting treatnment of
any item"

Section 446(c) listed the perm ssible nethods of accounting:

(c) Perm ssible Methods. --Subject to the

provi sions of subsections (a) and (b), a taxpayer may

conput e taxabl e i ncome under any of the follow ng

nmet hods of accounti ng- -

(1) the cash receipts and di sbursenents
met hod;

(2) an accrual nethod;

(3) any other nmethod permtted by this
chapter;

(4) any conbination of the foregoing nethods
permtted under regul ations prescribed by the
Secretary.

See al so sec. 1.446-1(c), Incone Tax Regs.
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Bef ore a taxpayer could change the taxpayer's nmethod of
accounting, the taxpayer needed to secure the consent of the
Secretary. See sec. 446(e).

(ti)(a) A change in the method of accounting
i ncludes a change in the overall plan of accounting for
gross incone or deductions or a change in the treatnent
of any material itemused in such overall plan. * * *
A material itemis any item which involves the proper
time for the inclusion of the itemin inconme or the
taking of a deduction. * * * [Sec. 1.446-
1(e)(2)(ii)(a), Incone Tax Regs.]

An accounting practice that involves the timng of when an
itemis included in incone or when it is deducted is considered a

met hod of accounting. See Knight-Ri dder Newspapers, Inc. V.

United States, 743 F.2d 781, 797-798 (11th G r. 1984); D ebold

Inc. v. United States, 16 . C. 193, 198-199 (1989), affd. 891

F.2d 1579 (Fed. CGir. 1989).

B. Analysis

Respondent argues that the matching rule contained in
section 1.1502-13(b)(2), Income Tax Regs., is a nethod of
accounting because the rule affects the timng (i.e.,
recogni tion) of corresponding itens of income and deducti on.

This Court has previously addressed the issue of whether the
consolidated return regulations are a nethod of accounting. In

Henry C. Beck Builders, Inc. v. Conm ssioner, 41 T.C 616 (1964)

(Henry C. Beck Builders, Inc.), a Court-reviewed opinion, we

refused to accept the IRS s argunent that the application of the
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consolidated return regul ati ons was a nethod of accounting. See

id. at 622. This Court subsequently followed Henry C._Beck

Builders, Inc. in Vernon C. Neal, Inc. v. Conmm ssioner, T.C.

Menp. 1964-145, and in United Contractors, Inc. v. Conmni Ssioner,

T.C. Meno. 1964-68, affd. per curiam 344 F.2d 123 (4th G
1965) .
I n anot her Court-reviewed opinion issued 5 years after Henry

C. Beck Builders, Inc., the Court again rejected the IRS s

argunent that the interconpany transaction rules contained in the
consolidated return regul ations were a nmethod of accounting. See

Henry C. Beck Co. v. Commi ssioner, 52 T.C. 1 (1969), affd. per

curiam 433 F.2d 309 (5th Cr. 1970) (Henry C. Beck Co.). Citing

Henry C. Beck Builders, Inc., the Court stated that "Consoli dated

returns are not a nmethod of accounting but only a nethod of
reporting." 1d. at 7-8. Later in the opinion, we reenphasized
this point: "As previously pointed out, it is well settled by
decisions of this Court that a consolidated return is nerely a
met hod of reporting taxes, not a nmethod of accounting."” 1d. at
12.

Respondent correctly points out that Henry C.Beck Buil ders,

Inc. and Henry C. Beck Co. involved the consolidated return

regul ations in effect prior to 1966 (pre-1966 regul ations), see

Henry C. Beck Co. v. Conm ssioner, supra at 11-12, and that the

case at bar involves the consolidated return regul ations the
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Treasury adopted in 1966 (1966 regul ati ons) which substantially
overhaul ed the pre-1966 regulations. See T.D. 6894, 1966-2 C. B
362; 1 Dubroff et al., Federal Inconme Taxation of Corporations
Filing Consolidated Returns sec. 1.02 (2d ed. 1999).

Respondent argues that our decisions in Henry C_ Beck

Builders, Inc. and Henry C. Beck Co. are therefore irrelevant to

the case at bar. Respondent contends that the pre-1966
regul ations were an "elimnation" system where incone, gains,
| osses, and deductions were zeroed out (elim nated) between
menbers of a consolidated group; therefore, timng questions
regarding the reporting of these itens could never arise. The
1966 regul ati ons, respondent points out, provided for a
"deferral" system where inconme, gains, |osses, and deductions
wer e mat ched between menbers of a consolidated group. Respondent
argues that timng issues could arise under the 1966 regul ati ons;
therefore the 1966 regul ati ons shoul d be characteri zed as a
met hod of accounti ng.

Petitioner agrees with respondent that the consolidated
return regul ati ons were substantially anmended in 1966 and

acknow edges that Henry C. Beck Builders, Inc. and Henry C._ Beck

Co. were decided under the pre-1966 regul ations. Petitioner
argues, however, that the 1966 regul ations did not affect the

holdings in Henry C. Beck Builders, Inc. and Henry C.Beck Co.
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that the consolidated return regul ati ons were not a nethod of
accounti ng.
We do not believe that the 1966 regul ati ons undercut the

hol dings in Henry C. Beck Builders, Inc. and Henry C_Beck

Co. that the consolidated return regul ations are a nethod of

reporting and not a nethod of accounting. To the contrary, the

1966 reqgul ations fortify the reasoning contained in Henry C_Beck

Builders, Inc. and Henry C. Beck Co.

Respondent adopted sections 1.1502-12(d) and 1.1502-17,
| ncone Tax Regs., as part of the 1966 regul ations. These
sections provide the rules for determ ning nethods of accounting
and changes in nmethod of accounting under the consolidated return
regul ati ons.

Section 1.1502-12(d), Incone Tax Regs., states that the
met hod of accounting under which the conputation of separate
t axabl e i ncone of each nenber of the consolidated group is nmade
and the adjustnents to be nmade because of any change in nethod of
accounting shall be determ ned under section 1.1502-17, |ncone
Tax Regs. Section 1.1502-17, Incone Tax Regs., entitled "Mthods
of accounting”, states that "The method of accounting to be used
by each nmenber of the group shall be determ ned in accordance
with the provisions of section 446 as if such nenber filed a

separate return."” Thus, each nenber (and not the group)

determnes its nmethod of accounting on a separate conpany basis--
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there is no nethod of accounting for the group as a whol e.
Furthernore, section 446 controls the determ nation of the nmethod
of accounting.

Section 446 supports the conclusion that the consolidated
return regul ations are not a nethod of accounting. Section
446(c) lists four nethods of accounting that are perm ssible:

(1) The cash nethod, (2) an accrual nethod, (3) any other nethod
permtted by chapter 1 of the Code, and (4) any perm ssible

conbi nation of the three aforenentioned nethods. The
consolidated return regul ations are neither the cash nethod nor
an accrual nmethod. The consolidated return regulations are

aut hori zed under chapter 6 of the Code. Section 446(c) and the
consolidated return regulations sinply do not treat the

regul ations (or nore specifically, the matching rule contained in
section 1.1502-13(b)(2), Inconme Tax Regs.) as a nethod of

accounting. See Vernon C. Neal, Inc. v. Conm ssioner, T.C Meno.

1964- 220.

Addi tionally, section 446(a) and (e) refer to the nethod of
accounting on the basis of which the taxpayer regularly conputes
his inconme in keeping his books. Corporations do not keep their
books based on the consolidated return regul ations; the
consolidated return regul ati ons nmake adjustnents to each
corporation's incone determ ned under each corporation's separate

met hod of accounting. The Conm ssioner's supervisory authority
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over accounting nethods sinply is not inplicated here. See sec.
1.1502-17, |Inconme Tax Regs.

It was not until 1995 that section 1.1502-13, Incone Tax
Regs., was anended to state that the timng rules contained in
the consolidated return regul ations are a nmethod of accounting. ?®
See sec. 1.1502-13(a)(3), Inconme Tax Regs., as anended ("The
timng rules of this section are a nethod of accounting for
i nterconpany transactions, to be applied by each nenber in
addition to the nmenber's other methods of accounting."); T.D.
8597, 1995-2 C B. 147, 162.

Petitioner also argues that on a separate conpany basis GV
and GVAC did not change their respective nethods of accounting
for the rate support paynments or discount inconme. W agree. GV
al ways treated rate support paynents as current deductions, and
GVAC al ways recogni zed di scount incone over the life of the
RISC/ fleet loan. It was only when the GM group filed a
consolidated return that, on this return, the GV group deferred
the rate support deductions that, according to GMs accounti ng

met hod, GM was currently deducti ng.

28 The 1995 anendnents are effective as of July 18, 1995,
and apply to transactions occurring in years beginning on or
after July 12, 1995. See T.D. 8597, 1995-2 C.B. 147, 185; sec.
1.1502-13(1)(1), Inconme Tax Regs., as amended. The 1995
amendnents are not before the Court; therefore, we nmake no
concl usions as to whether these amendnents are valid.
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Furthernore, we do not believe that respondent argues that
on a separate conpany basis either GM or GVAC changed its net hods
of accounting for the rate support paynents or discount incone.

Based on the foregoing, we conclude that the consoli dated
return regulations in effect during the year in issue constituted
a nmethod of reporting and not a nethod of accounting. Therefore,
the GM group did not have to obtain the Secretary's consent
before changing how it reported the rate support deductions on
its consolidated return.

[, Deferral of the Rate Support Paynents

Respondent's secondary argunent is: (1) The rate support
paynments GM nmade to GVAC were part of interconpany transactions
subject to the matching rule contained in section 1.1502-
13(b)(2), Income Tax Regs.; (2) the corresponding item of incone
to the rate support deductions was the di scount incone GVAC
earned over the termof the RISC s/fleet |oans; and (3) GM should
have deferred its rate support deductions until GVAC took the
corresponding itemof inconme into account.

Petitioner counters that the rate support deductions were
not subject to the matching rule contained in section 1.1502-
13(b)(2), Income Tax Regs., because: (1) The rate support
paynments were not incone to GVAC, therefore they could not have
been the corresponding itemof income to the rate support

deductions; (2) the discount incone that GVAC earned from
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retail/fleet custonmers was not the corresponding itemof incone
to the rate support deductions; and (3) the discount inconme was
not earned in interconpany transactions.

A. The Matching Rul e

As stated earlier, section 1.1502-13(b)(2), Incone Tax
Regs., provided in part:

(2) Special rule. If, in an interconpany
transaction (other than a deferred interconpany
transaction), one nenber woul d ot herw se properly
[take] an item of incone or a deduction into account
for a consolidated return year earlier than the year
(whet her consolidated or separate) for which anot her
menber of the group can properly take into account the
corresponding item of income or deduction, then both
the itemof inconme and the deduction shall be taken
into account for the later year (whether consoli dated
or separate). * * *

In 1995, section 1.1502-13, Incone Tax Regs., was anended to
state the followng: "An itemis a corresponding itemwhether it
is directly or indirectly froman interconpany transaction."?®
Sec. 1.1502-13(b)(3)(i), Incone Tax Regs., as anended; T.D. 8597,
1995-2 C. B. at 164.

2 The 1995 anendnents are effective as of July 18, 1995,
and apply to transactions occurring in years begi nning on or
after July 12, 1995. See T.D. 8597, 1995-2 C. B. 147, 185; sec.
1.1502-13(1)(1), Income Tax Regs., as anmended. The 1995
amendnments, therefore, are not before the Court.
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B. The Corresponding Itemof |Incone and | nterconpany
Tr ansacti ons

Respondent agrees that the rate support paynments were not
income to GVAC. 3° Respondent contends, however, that the
corresponding item of inconme does not have to be fromthe very
sane paynent that creates the deduction. Respondent asserts that

"inconme or deduction that flows directly or indirectly from an

i nt erconpany transaction constitutes a correspondi ng itenf' under
section 1.1502-13(b)(2), Incone Tax Regs.

We nust determ ne what the regul ati ons neant by "the
corresponding itemof inconme". Three exanples contained in
section 1.1502-13(h), Inconme Tax Regs., illustrated what this
term neant:

Exanple (3). Corporations P and S file
consolidated returns on a cal endar year basis and

report inconme on the cash basis. On July 1, 1966, S

pays P $1,000 interest on a |loan nade in 1961. The
paynent of interest is an interconpany transaction

3 The rate support paynents were not incone to GVAC, they
reduced GVAC s basis in the rate-supported R SC s/fl eet | oans.
This was because the rate support paynents induced GVAC to
purchase RISC s/fleet | oans fromindependent GM deal ers at face
value (i.e., GVAC paid i ndependent GM deal ers nore than fair
mar ket value for a belownmarket RI SC/fleet | oan only because GV
made rate support paynments to GVAC for the excess anpbunt paid).
See Brown v. Conmm ssioner, 10 B.T.A 1036, 1054-1055 (1928)
(amount received by buyer to induce himto purchase property is a
reduction in his cost of the property rather than incone to the
buyer); Rev. Rul. 73-559, 1973-2 C.B. 299 (basis in acquired
nortgage i s reduced by the anount of the inducenent paynent); see
al so Freedom Newspapers, Inc. v. Conm ssioner, T.C. Meno. 1977-
429; Rev. Rul. 76-96, 1976-1 C B. 23 (new car purchaser nust
reduce his basis by anmount of manufacturer rebate).
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other than a deferred interconpany transaction; S does
not defer or elimnate the $1, 000 deduction for
interest and P does not defer or elimnate the $1, 000
itemof interest incone. Thus, consolidated taxable
income for 1966 reflects interest incone of $1,000 and
a correspondi ng deduction for interest of $1,000.

* * * * * * *

Exanple (13). Corporations P and S file
consolidated returns on a cal endar year basis for 1966
and 1967. S reports incone on the accrual nethod while
P reports income on the cash nethod. On Decenber 31,
1966, S would properly accrue interest of $1,000 which
is payable to P. On February 1, 1967, S pays P the
$1,000. Both the deduction and the item of incone are
taken into account for 1967, the later year. * * *
Consol i dat ed taxabl e incone for 1967 reflects both
interest income of $1,000 and a correspondi ng deducti on
for interest of $1,000.

* * * * * * *

Exanple (16). Corporations P and S file
consolidated returns on a cal endar year basis. On
January 10, 1968, P sells an issue of its $100 par
val ue bonds. S purchases a bond fromP for $110. S
does not el ect under section 171 to anortize the $10
premum P may not take the $10 premi uminto account
as inconme until it redeens the bond since S cannot
properly take a deduction for the $10 premiumuntil the
bond i s redeened.

In each of these exanples, there was a direct rel ationship
bet ween the incone and the deduction. The noney never |eft the
consol idated group, and third parties were not involved. A
single item (paynent) within the group was an expense (deduction)
for one nenber of the group and income for another nenber.

In the case at bar, third parties (the independent GV

deal ers and retail/fleet custonmers) were involved, and a single



- 53 -

item (the rate support paynment) was not an expense (deducti on)
for one nenber of the group (GW and incone for another nenber
(GVAC). The paynent GM nmade to GVAC (whi ch was the deducti on)
was not directly related to the paynents the retail/fl eet
custoners made to GVAC (whi ch contai ned the di scount incone).

Additionally, here the noney left the consolidated group.
Conpare the exanples of rate supported and nonrate-supported
RI SC s bearing a bel ow-nmarket rate of interest. See supra pp.
33-36. In the exanple of a nonrate-supported RI SC bearing a
bel ow- market rate of interest, GVAC paid the independent GM
deal er $9,500. Thus, the GM group's total net expense was
$9,500. In the exanple of a rate-supported RISC, GVAC paid the
i ndependent GM deal er $10, 000 and GM paid GVAC $500. Thus, the
GM group's total net expense was $10,000. Five hundred dollars
($500) nore left the GM group when a bel ow-market RI SC/ fleet | oan
was rate supported as conpared with when there was no rate
support .

As respondent pointed out on brief, the matching rule
ensures clear reflection of incone and prevents the creation of
"paper"” deductions when the group as a whole has not incurred a
net expense. Here, the group had a net expense.

Furthernore, the GV group's additional $500 expense was a
real |oss of $500 to the GM group. In both the exanple of a

nonr at e- supported RI SC and a rate-supported RI SC bearing a bel ow
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market rate of interest, the RISC s had face val ues of $10, 000
and stated interest of $2,000. See supra pp. 33-36. Thus, if
GVAC hel d the bel ow mar ket nonrate-supported RISC to maturity the
GM group made a $2,500 profit ($12,000 mnus the $9,500 paid to
t he i ndependent GM dealer), or if the custoner paid off the RI SC
i medi ately the GM group made a $500 profit (the $10, 000 of
stated principal mnus the $9,500 paid to the independent GM
dealer). \ereas, if GVAC held the rate-supported RISC to
maturity the GV group nmade a $2,000 profit ($12,000 m nus the
$10, 000 paid to the i ndependent GM deal er), or if the custoner
paid off the RISC i medi ately the GM group made no profit (the
$10, 000 of stated principal mnus the $10,000 paid to the

i ndependent GM deal er).

The purpose of the consolidated return regulations is to
provide rules so that the tax liability of a consolidated group
will be clearly reflected and to prevent the avoi dance of such
tax liability. See sec. 1502. GV and GVAC have not fabricated a
transacti on where nunbers nerely are being shuffled on paper
w thout any real loss to the GV group. The GM group's treatnent
of the rate support deductions and the discount incone clearly
reflected its tax liability.

Based on the foregoing, we conclude that the discount incone
was not the corresponding itemof inconme to the rate support

deducti ons.
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Even if, however, the discount incone was the correspondi ng
itemof inconme, the discount inconme would have to be part of an
i nterconpany transaction in order for the consolidated return
regul ations to apply. See sec. 1.1502-13(b)(2). Section 1.1502-
13(a) (1), Inconme Tax Regs., defined the term "interconpany
transaction"” as "a transaction during a consolidated return year
bet ween corporations which are nenbers of the same group
i mredi ately after such transaction".

GVAC received the discount income fromeither a retai
custonmer or a fleet custoner. GVAC acquired the right to receive
t he di scount incone from an i ndependent GM deal er when the
i ndependent GM deal er assigned the RISC/fleet |oan to GVAC.
Neither the retail/fleet custoner nor the independent GM deal er
was part of the GM group; therefore the transactions between GVAC
and retail/fleet custoners and GVAC and i ndependent GM deal ers
were not interconpany transactions.

The interconpany transaction rules of the consolidated
return regul ations and the exanples therein contenplated a
transaction solely within the consolidated group between nenbers
of the group and not a situation where incone cones from outside
the group in a transaction involving third parties. See section
1.1502-13(a)(1), (b)(2), (h) Exanples (3), (13), (16), Inconme Tax

Regs., and the discussion of these exanples supra.
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Based on the foregoing, we conclude that the discount incone
was not earned in an interconpany transaction.

C. Concl usion

We concl ude that under the 1966 regul ati ons, the discount
i ncome GVAC earned over the termof RI SC s/fleet |oans from
retail/fleet custonmers was not the corresponding itemof incone
in an interconpany transaction to the rate support deducti ons.
Therefore, the GM group was not required to defer the rate
support deductions on its consolidated i ncone tax return.

To reflect the foregoing,

An appropriate order

will be issued.




